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Beauty, it issaid, liesin theeyesaf the beholder and theaccount of
the Reagan admini stration economic policiesprovided by Dr. Johnson
confirmsthisadage. Viewing through the prism of Rosy-Scenario col-
ored spectacles, Dr. Johnson pronouncesReaganomicsa success. The
Americaneconomy isfinally ontheright track. The modified Keynesi-
anism governing U.S economic policy in the postwar period has been
abandoned. Inflation hasbeen controlled, investment has been stimu-
lated, and individua initiativeunleashed by tax ratereductions.Devel-
opmentssuchasthe high red interest rates, the strong dollar, thelarge
trade deficits, and the large net capital inflowsinto the United States
should not be seen as problemsfor the aggregate economy, but rather
asindicative o the policy's successand likdy to be with usfor some
time. Thus, thelong-runsolution to the problemsthat a strong dollar,
high red interest rates, and low real commodity prices posefor Ameri-
can agriculture lies not in expanding government programs to offset
these developments, but in adjusting to them through market proc-
€SES.

Dr. Johnson sees no reason for drastic alterationsin economic pol-
icy settings. Theeconomy ison atrack that will produce growth rates
between 3 and 4 percent in the foreseeablefuture. He concedes that
the program did not work as smoothly asoriginaly planned, because
the ddaysin phasingin thetax cutsand the excessverestraint by the
Federdl Reserve induced a recesson. But he argues that the ensuing
expangon providesevidenced the policy's success.

Theunusually strong role played by investment in the recent expan-
sionisthekey toDr. Johnson's andysis. Higher after-tax ratesof return
oninvestmentand increased confidencein the U.S economy haveen-
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couraged Americans and foreigners to engage in an unusualy large
amount of capital formation. Theshift in the U.S position from inter-
national creditor tointernational debtor does not concern Dr. Johnson
sincethe borrowingis beingused to build the capital stock necessary to
servicethedebt in thefuture.

My own interpretation differsfrom that of Dr. Johnson in severd
respects. In Kansas City, of al places, we know it is dangerousto pre
dict theWorldSeriesat theend of thefourth game—to do so would be
aCardinal error. Smilarly, | seethe outcomed current policiesasalot
lessrosy and alot moreblue.

| do agreethat, initsfirst few years, the Reagan program achieved
some important gains. Given the Federal Reserves decision to fight
inflation with tight monetary palicy, it was appropriateto provide a
fiscal stimulusto bring the economy out o the 1982 recession. Failing
to raiserevenuesand to reducespending to bring the budget into bal-
ance as the economy moved back to full employment, however, wasa
mistake. The buy-now, pay-later fiscal policiesadopted at the behest of
this administration should not be judged purely on their recent im-
pacts. Thecurrent stanced macroeconomicpolicy isdangerously un-
balanced, with agricultural and other pricesendgtive traded goods
sectors of the economy subjected to unwarranted pressures. If a
stronger exchange rate resulted primarily from foreign capital inflows
tofund red capital formation, these pressuresmight constitutea nec-
essary part o the adjustment process. But the foreign capital inflows
have been absorbed primarily by the government sector tofinancetax
cuts that have gone mainly into consumptionand defense spending.
Unlesswe intend to launch a war of conquest, neither consumption
nor defensewill aid usin thefuturein servicingor repayingour debts.

Dr. Johnson and | disagree over whether thiseconomy has experi-
enced an investment boom or asavingsbust. A deficit in thetradebal-
ancein goodsand servicesindicatesthat the nation's spending exceeds
itsincome; that is, it is borrowing. A changein national borrowing, in
turn, reflectschangesin net private borrowingand/or net government
borrowing. Dr. Johnson arguesthat the dominant reason why thisna:
tion's spending exceeds itsincome liesin the strength o investment.
He, therefore, puts most o the explanation for the current account
deficiton net private borrowing.

In fact, the data do not support this interpretation. Between 1980
and 1984, net lending by the U.S privatesector changed very littleasa
share d GNI?1n 1980, gross private savings (16.5 percent o GNP)
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exceeded gross private investment (15.3 percent o GNP) by 1.2 per-
cent of GNF?In 1984, gross privatesavings (18.4 percent of GNP) ex-
ceeded gross privateinvestment (17.4percent of GNP) by 1.0 percent
o GNP Thus, virtually noneof theadditional national borrowingwas
required net by the privatesector. Indeed, before the advent of supply-
sideeconomicsduring the Carter administration,the United Statesin-
vested Smilar sharesdof grossinvestment in GNP without borrowing
from abroad. On theother hand, U.S. government increased its deficit
by 2.19 percentd GNP, anamount fully reflectedin the growthdof the
overdl tradedeficit asasharedf GNF?

How strong has private investment been in the current recovery?
Hasit beend theappropriatemagnitudeand typeto enablethe nation
to serviceits growing international obligations?Sorting out the evi-
denceisacomplex task. Asasharedf nominal GNP, the pesk of 17.4
percent in 1984for the Reagan yearsresemblesthat of the Carter pesk
o 17.9 percentin 1978 (and 17.5 percent in 1979). Between 1977 and
1980, the years under Carter, investment averaged 16.9 percent of
GNF?Thiscomparesfavorably with the 15.4 percent shareconstituted
by investment between 1981 and 1984.

Measuredin redl terms, however, the recent investment doesappear
unusually strong. Asaresult o declinesin constructioncosts (because
of week wage growth in that sector)and in equipment prices (because
o the strong dollar and technological innovation) investors obtained
about 1 percent moregrossinvestment relativeto real GNP than they
did in 1979. But once depreciation is accounted for, even the red net
national investmentfiguresremainlower thanin the Carter years. Asa
shared red net national product, real net investmentin thisrecovery
(1983:Q1-1985:Q2) of 6.2 percent remainsbelow the 6.7 percent share
recordedin the 1970s. Moreover, very little new investment hastaken
theformof increased purchasesof the specialized machinery required
to maintain the industrial base. According to my colleague Barry
Bosworth,about 93 percentd thegrowthinequipmentspendingsince
1979 occurred in either trucksor office equipment.’ Thus, instead of
increased capital formation in Americas farms, mines, and factories,
theinvestmentisflowingintoitsoffices—scardly theappropriateprep
arationfor servicingour international debt. Although Americansmay
be buying more than usual for their investment dollar, littleevidence
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exists to confirm that they are alocating an unusualy large share of
their incomesto preparefor thefuture tax and interest payment.

To the degree that he sees a problem, Dr. Johnson points only to
excessve government spending. He claimsthat government spending
financed through borrowing hasthe sameeconomicimpact asgovern-
ment spending financed by taxes. Since bonds are financed by future
taxes, all spending requirestax increases. | doubt thisequivalencetheo-
remisvalidin practice. If it were, weshould have seen an increasein
private U.S. savings commensurate with the increase in the U.S. gov-
ernment budget deficitasprivate Americansmake provisionsfor their
future tax payments. They have not as yet made such provisions.

Over thelong run, therefore, | believethat this nation will not have
invested or saved enough to serviceits growing indebtedness. Ameri-
cansin thefuturewill haveto tighten their belts, both by paying more
taxes and by paying higher prices for imports. Assuming that for-
eigners remain confident enough to sustain their capital inflows, the
interest payments eventually are going to accumulate. These interest
rate outflows will in turn weaken the dollar, and by making U.S. im-
ports moreexpensive, they will reduceour living standards. When our
future living standards decline, the legacy of Reaganomics will look
quitedifferent. On theother hand, the U S agricultural and manufac-
turing sectorswill have to providethe goods necessary to serviceand
repay our current loans to foreigners. For that reason, | believe the
medium-term prospectsfor the traded goods sector are much brighter
than Dr. Johnsonsuggests. Thereal exchangeratewill havetofall even
further thanit hasincreased toattract resourcesback intofarming and
manufacturing, not only to restore the trade balancetoitsorigina po-
sition, but alsotoservicethedeclineinour international indebtedness.

Let me suggest, in closing, that this nation would be far better
servedfor thefutureif aninstallment programthat included both reve
nue increasesand expenditure cuts were immediately enacted while
there remained strength in the economy. Such a programwould bring
immediate benefitsto the traded goods sectors of the economy and,
over thelongrun, removethe burdensthat thecurrent stanceof policy
will leaveto thefuture.



